P/2 167-250 

METHOD AND SYSTEM FOR SRCI JRITIZING 
A FUTURE OBT JGATTON TO PURCHASE GOODS OR SERVICES 

BACKGROUND OF THE INVENTION 

5 Field of the Invention 

The invention relates generally to a securitizing method, in particular, to 
a method for securitizing a company's future obligations to purchase goods 
and/or services. 

Description of the Related Art 

10 In the manufacturing and service sectors, many companies have assets 

which are out of fashion, obsolete, time sensitive, close to their usage or 
expiration date, and whose value in liquidation would be significantly below 
cost or book value. Examples of these underperforming assets (hereinafter 
"UP As") include apparel, machinery, computers, pharmaceuticals, furniture, 

15 film, etc. If an asset is overproduced or shows early signs of 

under-performance, financial accounting rules discourage companies from 
selling or otherwise disposing of the asset. If a company with UP As 
(hereinafter a "UPA company") were to make a pre-emptive sale, or markdown 
the UP As below book value, this would result in an immediate loss. 

20 Conventionally, corporate trading houses provide a solution for UPA 

companies to avoid this loss. Referring to Fig. 1, corporate trading houses 14 
have access to foreign and domestic markets and forge business relationships 
with potential buyers 16 of underperforming assets (hereinafter "UPA buyer"). 
Trading houses 14 also receive discounts from various suppliers 18 of goods 

25 and services which trading house 14 can pass on to a UPA company 12. For 
example, trading house 14 may obtain airline tickets from a major airline 
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(supplier 18) at a significant discount because trading house 14 can guarantee 
the airline a minimum number of purchases over a given period of time. 

In operation, trading house 14 accepts UP As 13 from UP A company 12 
in exchange for some value 1 1 greater than the liquidation value of UP As 13. 

5 In some instances, trading house 14 will provide UP A company 12 with the full 
value of UP As 13. In addition to providing trading house 14 with UP As 13, 
UP A company 12 provides a promise 15 to purchase goods and/or services 
from trading house 14 within an agreed upon period of time. This transaction 
between trading house 14 and UP A company 12 will hereinafter be referred to 

10 as a "UPA transaction". Trading house 14 then uses its position in a UPA 
buyers market to sell UP As 13 to UPA buyers 16. During the agreed upon 
period of time, UPA company 12 then purchases goods and/or services 19 
(hereinafter collectively referred to as "goods") from trading house 14 (e.g., 
discounted airline tickets procured from supplier 18) to satisfy its promise 15. 

15 In UPA transactions as described above, a three-way agreement is 

actually used. In this agreement, UPA company 12 sells its UP As 13 to trading 
house 14 typically in return for a cash payment 1 1 that is frequently provided 
by a financial institution 10. Money flows from financial institution 10 either 
directly to UPA company 12 or indirectly through trading house 14. In some 

20 cases, UPA company 12 may elect to receive other assets, for example goods 
from another supplier (not shown), in exchange for its UP As. In that case, 
financial institution 10 provides payment directly to such supplier of such 
goods. 

The three way agreement also includes a provision where UPA company 
25 12 provides a promise 1 5 in that it incurs a future consumption obligation 

("FCO") to make future purchases of goods or services from trading house 14. 
The future consumption obligations 15 represent the amount of value 1 1 given 
to UPA company 12 by financial institution 10 in excess of the present value of 
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UP As 13, plus some interest which accrues during the life of promise/FCO 15. 
Each time UPA company 12 makes a purchase of goods or services from 
trading house 14, a percentage of the sale is given to financial institution 10 
and represents repayment of value 11. For example, if UPA company 12 buys 

5 $ 1 ,000,000 in airline tickets, $ 1 00,000 may be forwarded to financial 

institution 10. This repayment is actually payment of the principal 17 of value 
1 1 plus some interest 9. This process continues until UPA company 12 has 
satisfied its future consumption obligations 15 according to the terms of the 
UPA transaction. At that point, financial institution 10 will have been fully 

1 0 repaid with interest. The interest itself can be quite large - sometimes in a 
magnitude of as much as four to six percent over the UPA company's 12 
regular borrowing cost. Such a UPA transaction is shown and described in 
copending application serial number XX/XXX,XXX for CORPORATE 
PRODUCTS TRADING MARKETPLACE filed on the same date (attorney 

1 5 docket number P/2 1 67-248) ; the entirety of this application is hereby 
incorporated by reference. 

Frequently, as is shown in Fig, 2, financial institution 10 will provide 
value for a plurality of UPA companies 12a, 12b, 12c. These UPA companies 
12a, 12b, 12c thereby incur corresponding future consumption obligations 

20 ("FCOs") 15a, 15b, 15c to buy goods/services from trading house 14 that will 
inevitably pay back financial institution 10 with principal 17a, 17b, 17c plus 
interest 9a, 9b, 9c. 

The UPA transaction described above has some undesirable features to 
financial institution 10 because, financial institution 10 incurs a risk that UPA 

25 company 12 will default on its promise 1 5 to purchase goods and/or services 
from trading house 14. In such a default, financial institution 10 will not 
receive principal 17 and interest 9. Clearly, in the event of default by UPA 
company 12, financial institution 10 can take legal action to recover any 

{00485457.1} 



4 

amounts owed on the three way contract referenced above; but only as an 
unsecured creditor. Financial institution 10 receives a large return on its initial 
investment, however, financial institutions in general do not like to have a large 
amount of risk outstanding. As such, these financial institutions 10 desire a 
5 way of transferring or avoiding this risk. 

One prior art method for transferring risk is through securitization. In 
such an arrangement, risk assets due to a financial institution such as residential 
or commercial mortgages, credit card receivables, equipment leasing or even 
student loans, are pooled together and used to back notes which are sold to 

10 investors. The investment capital raised by selling the notes is placed in a trust 
where it earns interest. Should a debtor (e.g. the commercial mortgagor) 
default, the financial institution can still recover principal from the trust. 
However, such securitization techniques are based upon assets or promises 
owed to the financial institution itself. In a UPA transaction described above, 

1 5 UPA companies have a promise to purchase goods or services from a third 

party - the trading house. Prior art securitization techniques do not protect such 
an arrangement. 

Moreover, prior art securiziation techniques do not have the ability to 
evaluate the apparent credit risk of a UPA company 12 performing its 

20 obligation. Prior art obligations are secured based on the possibility of an 
obligor failing to meet a debt obligation. Such techniques do not relate to 
underwriting an ability of an obligor to purchase future goods or services. 
Further, trading houses 14 have a finite number of products and there is the 
possibility that the UPA company 12 will no longer need products which are 

25 available from the trading house 14. For example, prior art methods for 
securitization can analyze the credit risk (i.e., ability to repay debt) of a 
company. However, that same credit risk analysis may not apply when 
evaluating whether the company has the ability to meet its obligations to make 
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future purchases. The analysis required to determine whether a company can 
meet obligations to make future purchases may factor certain elements into the 
analysis, such as the need for a certain good or service (e.g., advertising time), 
where those same elements may not be relevant to a determination of whether 
5 the company will be able to meet obligations associated with debt (i.e., 
repayment of a loan). 

Thus, there exists a need in the art for a method and system for 
securitizing cash flow wherein the cash flow is derived from a future obligation 
to purchase goods or services. 

10 

SUMMARY OF THE INVENTION 
A company with underperforming assets sells these assets to a trading 
house in exchange for value and makes a promise of future purchases from the 
trading house. The value is provided by a financial institution. A portion of 

1 5 the money received by the trading house from the future purchases is given to 
the financial institution to pay back the value plus interest. To securitize the 
promise to make future purchases, the financial institution creates a special 
purpose entity which, in turn, creates a trust. Investors provide money to the 
special purpose entity which is used to purchase low risk assets that are placed 

20 in the trust. The special purpose entity then makes an agreement with the 
financial institution that if the company with underperforming assets fails to 
make future purchases, the financial institution can take money from the trust. 
In exchange, the financial institution agrees to give the special purpose entity, 
and thus the investors, a large portion of the interest it receives as a result of 

25 future purchases made by the company with underperforming assets. 
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RRTFF DESCRIPTION OF THE DRAWINGS 

For the purpose of illustrating the invention, there is shown in the 
5 drawings a form which is presently preferred, it being understood, however that 
the invention is not limited to the precise arrangements and instrumentality 
shown. 

Fig. 1 is a diagram illustrating the relationships and interactions among 
parties in an underperforming asset transaction of the prior art. 
10 Fig. 2 is a diagram illustrating an example of multiple UPA companies 

involved in UPA transactions with a trading house and a financial institution in 
accordance with the prior art. 

Fig. 3 is a diagram illustrating a securitization system in accordance 

with the invention. 

15 Fig. 4 is a diagram illustrating another embodiment of a securitization 

system in accordance with the invention. 

PET ATT ED DESCRIPTION OF THE INVENTION 
Referring to Fig. 3, there is shown a securitization system 20 in 
accordance with the present invention. As in the prior art, a UPA transaction is 

20 arranged so that financial institution 36 gives UPA companies 30a, 30b, 30c 
some value in exchange for UPA companies 30a, 30b, 30c giving their 
respective UP As (not shown) to a trading house 34 and incurring FCOs 32a, 
32b and 32c to trading house 34. It should be noted that although a UPA 
company is shown and described, the invention applies to any company which 

25 incurs an obligation to make purchases with another party where a portion of 
the money paid for those purchases is given to a third party. In fact, the value 
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given to the labeled UPA company may not even relate to UPAs at all. It 
could, for example, be merely a cash conveyance. 

FCOs 32a, 32b, 32c, when fulfilled, provide financial institution 36 the 
principal 35a, 35b, 35c of the value given to UPA company 30a, 30b, 30c along 
5 with interest 50a, 50b, 50c. However, unlike the prior art, the invention allows 
financial institution 36 to transfer its risk resulting from the UPA transactions 
by selling the risk to investors in the form of a type of securitization. 

To transfer this risk, financial institution 36 creates a special purpose 
entity ("SPE") 22 to handle the securitization. Alternatively, a trusted agent 38 

10 may be employed by financial institution 36 to originate SPE 22. SPE 22 is a 
company or partnership that either acts as a trustee or causes a trust 26 to be 
created. SPE 22 may be created for the limited purpose of originating and 
controlling trust 26. Trust 26 is used to transfer the risk that one of the UPA 
companies 30a, 30b, 30c will default on its future consumption obligations 32a, 

15 32b, 32c with trading house 34. 

Once trust 26 is created, SPE 22 then invites investors 24 to provide 
money 40 in exchange for notes 42 (promises to pay back the money), from 
SPE 22. SPE 22 thus does not have any assets except trust 26 which will be 
attached in the event of a default or other credit event. The money 40 raised 

20 from investors 24 through the issuance of notes 42 is used to purchase a low 
risk asset 44, for example government bonds. Asset 44 is placed in trust 26 and 
controlled by SPE 22. 

SPE 22 then enters into an agreement with financial institution 36, 
where SPE 22 guarantees financial institution 36 repayment of future 

25 consumption obligations 32a, 32b, 32c if a UPA company 30a, 30b, or 30c 
defaults or a credit event (as defined below) occurs. In exchange, financial 
institution 36 agrees to give a fixed payment, which (in the preferred 
embodiment) may be a portion of interest 50a, 50b, 50c that it would have 
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otherwise earned in the UPA transactions, to SPE 22. This arrangement 
between SPE 22 and financial institution 36 is similar to a credit default swap. 
SPE 22 agrees to accept the risk of a default by UPA companies 30a, 30b, 30c 
in exchange for some value-part of interest 50a, 50b, 50c that financial 

5 institution 36 would have received if UPA companies 30a, 30b, 30c did not 
default. Financial institution 36 still receives all of the principal 35a realized 
through fulfillment of FCO 32a. Investors 24 are forewarned about this 
intended contract and send money 40 to SPE 22 with this knowledge. In an 
alternative embodiment, investors 24 contract with financial institution 36 

1 0 without the conduit of SPE 22. 

In the preferred embodiment, financial institution 36 retains a small 
portion of the interest 50a, 50b, 50c earned when FCOs 32a, 32b, 32c are 
fulfilled. One component of interest payments 50a, 50b, 50c in UPA 
transactions is basis points, where one basis point is equal to 1/100 percent of 

1 5 the principal amount owed. For example, if financial institution 36 gives UPA 
company 30a value totaling $1,000.00, one basis point would be $0.10. In the 
credit default swap of the invention, financial institution 36 may agree to give 
all interest payments to SPE 22 except the basis points. 

As an illustrative example, after forming a UPA transaction, among 

20 UPA company 30a, trading house 34, and financial institution 36, UPA 

company 30a makes purchases from trading house 34 of goods and/or services 
to fulfill FCO 32a. Trading house 34 then forwards financial institution 36 
principal 35a and interest 50a as defined by the terms of the UPA transaction 
based on the amount of purchases by UPA company 30a (e.g., $1,000,000 in 

25 purchases results in $100,000 going to financial institution 36). In accordance 
with the invention, financial institution 36 then gives a portion of interest 50a 
to SPE 22 in the form of a credit default interest 46. SPE 22 then forwards 
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credit default interest 46 to investors 24. This arrangement is effectively a 
credit default swap between financial institution 36 and investors 24. 

SPE 22 continues to receive credit default interest 46 but makes no 
payments to financial institution 36 except if there is a credit event. A credit 

5 event occurs when some economic condition regarding companies 30a, 30b, 
30c changes. Examples of credit events include bankruptcy, debt restructuring, 
cross-acceleration of a loan and a material failure to fulfill a FCO. A material 
economic change in the UPA companies themselves can also trigger a credit 
event. If a credit event occurs with, for example, UPA company 30a, financial 

10 institution 36 is entitled to receive from SPE 22 the balance outstanding of 
principal 35a and interest 50a that financial institution 36 would have received 
as a result of FCO 32a. That balance is paid from trust 26. Note that the credit 
event may be totally unrelated to FCO 32a. For example, if UPA company 30a 
defaults on an unrelated loan, a credit event has occurred. Again, investors 24 

1 5 are forewarned about the consequences of a credit event. 

If a credit event occurs and financial institution 36 attaches the corpus of 
trust 26 to receive payment of principal 35a and interest 50a, investors 24 are at 
risk that full returns on their investments will not be realized. If UPA company 
30a is completely unable to satisfy its future consumption obligations 32a, 

20 however, investors 24 have a legal cause of action against UPA company 30a 
to recover the amount of principal 35a withdrawn by financial institution 36 
from trust 26. The risk of companies 30a, 30b, 30c defaulting on FCOs 32a, 
32b, 32c is thus transferred from financial institution 36 to investors 24. 

In exchange for this protection, investors 24 receive regular payments 

25 from financial institution 36 of credit default interest 46 representing returns on 
their investments. Payments to investors 24 may be structured in different 
ways, including, for example, several times a year, or once annually. As future 
consumption obligations 32a-c are satisfied, a corresponding percentage of 
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trust 26 is no longer needed to securitize the risk that financial institution 36 
will not receive principal 35a, 35b, 35c. Investors 24 may choose to realize 
this portion of trust 26 (including accumulated interest). Some investors 24 
may elect to forego all payments and keep their balance of principal and 

5 interest in trust 26 or reinvest credit default interest 46 in asset 44. Therefore, 
the corpus of trust 26 may fluctuate in size according to the rate that future 
consumption obligations are satisfied and returns are paid to investors 24. 

By way of example, assume that financial institution 36 gives 
$1,000,000 to UPA company 30a in exchange for a promise to purchase 32a 

1 0 $5 ,800,000 worth of goods and/or services in the future from trading house 34. 
If financial institution 36 receives $1 for every $5 expended on the purchases, 
financial institution 36 will eventually receive $1,160,000 (5,800,000/5) in 
return. 

Further in this example, investor 24 invests $1,000,000 with SPE 22 and 
1 5 the investment is used initially to purchase low risk assets 44, for example 

treasury bills, returning roughly 5% or $50,000. In addition to the return on the 
treasury bills, interest 50a accrued as a result of purchases by UPA company 
30a minus fees retained by financial institution 36 (e.g., basis points), are 
placed into the trust 26. For simplicity, assume that interest 50a minus basis 
20 points is assessed at 6%. Thus, on a $1 ,000,000 investment, the expected 
return which will flow to SPE 22 is $60,000. Once credit default interest 46 
flows to SPE 22, it may be further invested in low risk assets 44, earning an 
additional 5% or up to $3,000 (depending on when UPA company 30a satisfies 
FCO 32a). In a preferred embodiment, UPA company 30a will be given an 
25 incentive to pay back FCO 32a as early as possible. The total return on 

investor 24's $1,000,000 investment therefore equals $50,000 (return from 
treasury bills), plus $60,000 (credit default interest 46 payments) plus up to 
$3,000 (return from treasury bills 44 purchased the credit default interest 
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payments) totaling $1 13,000 or 1 1.3% of the original investment. This is a 
significantly better investment return than, for example, typical corporate 
bonds which return roughly 9% on investments. 

Financial institution 36 disposes of the risk that UP A companies 30a, 
5 30b, 30c will default on their future consumption obligations 32a, 32b, 32c and 
hedges the risk that UP A companies 30a, 30b, 30c will satisfy their future 
consumption obligations and pay valuable interest. In other words, financial 
institution 36 is hedging the risk that UPA companies 30a, 30b, 30c will 
default, with the risk of losing profitable interest. 

10 Referring now to Figure 4, there is shown an alternative embodiment of 

the invention. FCO Management and Securitization Entity 35 provides UPA 
Company 30a with value in exchange for UP As and UPA company's future 
consumption obligations 32a as noted above. As UPA company 30a makes 
future purchases, thereby satisfying future consumption obligations 32a, FCO 

1 5 Management and Securitization Entity 35 receives a percentage from each sale. 
This can occur in different ways. For example, money can flow through FCO 
Management and Securitization Entity 35 whereby FCO Management and 
Securitization Entity 35 retains a percentage of each sale. Alternatively, a 
portion of each future sale is distributed to FCO Management and 

20 Securitization Entity 35 after the sale has been completed. 

FCO Management and Securitization Entity 35 may then transfer its risk 
resulting from FCOs 32a in the form of the securitization technique discussed 
above using SPE 22 and trust 26. 

Investors 24 are likely to be persuaded to invest in securitization system 

25 20 for the following reasons. First, the credit risks of UPA companies 30a-c in 
UPA transactions are measured prior to the UPA transactions themselves. In 
fact, UPA company 30a-c may be unable to enter into a UPA transaction with 
trading house 34 and financial institution 36 if its credit rating is questionable. 
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Additionally, the interest rate reflected in the amount of purchases that the 
UPA company 30a-c will have to make to fulfill its FCO 32a-c, may be 
prohibitive and so a UPA company 30a-c with a poor credit history may be 
unable to enter into the UPA transaction. In any case, investors 24 will assess 
5 whether the risk undertaken by the financial institution 36 is too great for an 
investment to be made with SPE 22. 

Second, investors will presumably realize that UPA companies 30a-c 
with future consumption obligations 32a-c have much to gain by satisfying 
their obligations. UPA companies 30a-c are typically guaranteed that the 

10 prices for goods and/or services which they will purchase from trading house 
34 will be competitive. Since UPA companies 30a-30c will presumably 
purchase the same goods and/or services notwithstanding the UPA transaction, 
the likelihood is high that these UPA companies 30a-c will not default. 

Third, large UPA companies 30a-c have good reputations which are 

15 likely to induce confidence in investors 24. For example, large companies like 
LIZ CLAIBORNE and HEWLETT PACKARD have sold underperfonning 
assets in the form of apparel and computers respectively, and the likelihood of 
a credit event occurring with these companies is relatively small. The 
reputation of the UPA companies 30a-c may be sufficient to instill confidence 

20 in the investment market that future consumption obligations 32a-c will be 
satisfied. Further, investors 24 have the option of investing in FCOs 32a-c 
owed by specific companies or diversifying their risk over FCOs from a 
plurality of companies. 

Fourth, the return on the investments described above is attractive and 

25 yields significantly higher rates than other investments such as corporate 

bonds. Presumably, investors will assess the percentage of risk with the return 
on their investments and conclude that the low likelihood of a credit event is an 
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acceptable risk. The returns on the investments will serve to make the risks to 
investors palatable. 

Thus, by creating a contract between the trustee of a funded trust and a 
financial institution expecting principal and interest from future consumption 
obligations, a future obligation to purchase can be securitized. 

The present invention may be embodied in other specific forms without 
departing from the spirit or essential aspects thereof and, accordingly, reference 
should be made to the appended claims, rather than to the foregoing 
specification, as indicating the scope of the invention. 
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